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-

First Quarter Review: Price Caps Unleash Operating Leverage;
Efficiency Gains and New Services Drive Double Digit EPS Growth

• R80Cs and GTE beat our forecasts once again and thus we have raised
many of our EPS estimates and 5- year growth rates. With 70% of
telephone revenues now under pure price caps, local telcos' natural
operating leverage has been unleashed. High margin vertical services
(2nd lines, voice mail, caller 10, etc.), overall increased usage, and
intensified cost management are creating margin expansion which now
can flow to the bottom line. Table 2 provides a company-by-company
summary of progress away from earnings and toward price regulation.

• With R80Cs preparing to meet the Law's checklist and the FCC preparing
to review R80C requests, for the R80Cs/GTE we view accelerating local
compe~ition and entry into LD as oHsetting events. R80Cs as resellers of
LD benefit from more choices and thus more buying power than resellers
of local capacity. And, for the R80Cs/GTE, long distance is simply
another high margin. low capital intensity vertical service - perhaps the
ultimate vertical service.

• Recent merger announcements (S8C/PAC; 8EUNYN) should raise
investor awareness of value-enhancing synergies, operating leverage and
expanded long distance footprints. With price caps and long distance
driving mergers, we expect additional mergers, even 3-way mergers, of
local telcos to resume once these two are approved.

• We continue to recommend the R80Cs and GTE: With above·market
growth and defensiveness and double the market's yield, we believe
current 14% PIE discounts to the S&P 500 oHer 20% or more upside to a
10% premium. Our favorites are S8C and Ameritech (both rated 8-2-1-7)
and 8ellSouth (8-2-2-7).
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e Company Comparisons ,. ,-
QAQ Pnct. IPS' PI!M! 0!I!!!lJ £PI ' SoY, EPS DIY iii DIv %IntIIfnIIy ElfTDA

C!!IIftI Aa!nI Sit_ ,-' ,- 1117£ ll11A 1_ 1117£ 1QH lC111 %c!It GrOWItI YIIId Prtout FIlWIClId Mull

MlIrtIIctI (AfT) B-2·1·7 ".75 SU1 S3.82 S4.25 17.2 15.4 13.8 0.76 0.• 13.7% 10'% 3.1% 55'4 132'4 6.6
Bel .l.tlIntic (BEL) .. RSTR $64.88 $388 $4.30 $4.95 16.7 15.1 13.1 0.95 1.07 12.8% 12% 4.4% 67% 121% 64
BetlSou1tl (BlS) 6·2·2·7 $41.13 $2.24 $2.50 $2.75 18.4 165 150 0.55 0.63 13.7% 10% 3.5% 52"10 121% 59
NYNEX (NYN) " RSTR $48.63 $328 $3.57 $387 14.8 13.6 12.6 0.72 0.83 15.0% 8% 49% 66% 109% 5.9
PacJfic Telesis (PAC) Ip/ 8·2·2·8 533.88 $2 48 $2.60 $2.45 13.7 130 13.8 0.67 070 4.6% 5% 6.5% 84% 81% 51
SIC Comm.(S8C) :pl 8-2·1·7 $50,13 S3.O. 53.45 $3.70 16.3 14.5 13.5 0.&5 0.76 17.2% 11'4 3.4'4 50'4 137% 6.4
US WEST Comm. (USW) Ip, 8·2·2·7 53438 $235 $2.45 $260 14.6 14.0 1.U 059 0.61 ill 7% 2X!.2 E& ~ II
R60C Average 16.0 146 136 11.5% !jOt. 4.6% 66% 114% 59

GTE 8·2·2·7 $44.38 $2 61 $2.87 $3.15 170 15.5 141 056 062 107% 10% 4.2% 66% 104% 58

S&P 500 666 $3725 $39.50 $4025 179 16.9 16.5 70/. 2.1% 36%

"AdjuSleo to exclude non·recurring rtems.
% Intemally financed = (Net Income + Depreclation)/(CAPX + Dividends)
"Bell Atlantic and NYNEX are restncted. Solictalion cf commission orders for these stocks is prohibited.

Merrill Lynch is currently acting as financial advisor and has rendered a faimess opimon to Bell Atlantic in connection with the proposed merger with NYNEX announced
on April 22, 1996. BeH Atlantic has agreed to pay a fee to Merrill Lynch for its finanCial adviSOry services. a significant portion of which is contingent upon the
consumation of the proposed merger. The proposed acqUISition IS subject to approval by shareholders of Bell Atlantic and NYNEX. This raNarch report is nOl intended
to (I) provide voting advise. (ii) serve as an endorsement 01 the proposed transaction. or (iii) result in the procurement, withholding or revocation of a proxy
MIA Footnote: Add to Table - See Compliance V9rslon

First Quarter
Highlights

• The RBOCs' recurring 10 EPS growth averaged 11.5%, much higher than
40's 5.8%. SBC Communications led the RBOCs with an EPS gain of 17.2%.
followed by NYNEX, BellSouth and Ameritech, Bell Atlantic, GTE. and Pacific
Telesis. U S WEST showed the weakest quarterly results with a recurring
EPS growth rate of 4.5%. Excluding Pacific Telesis and U S WEST, EPS
growth averaged an impressive 14.5% in la, up from 9% in the fourth quarter.
We raised our estimates for all of the RBOCs except U S WEST. GTE's
estimates remained unchanged as well. We now forecast average recurring
EPS growth of 9.3% in 1996 and 7.4% in 1997. Excluding Pacific Telesis and
US WEST, we forecast average growth of 11.1% in 1996 and 10.4% in 1997.

• Access line growth for the RBOCs averaged 4.3% in 10, much better than our
forecast of 4.0% and the fourth quarter's 3.9%. High usage business line
growth accelerated to 6.8%, up from the fourth quarter's 6.5%, while residential
line growth accelerated to 3.3% from the fourth quarter's 2.8% due to
continued aggressive second line marketing campaigns by all of the RBOCs
and increasing second line penetration along with favorable economic
conditions in most areas. Average long distance minutes of use grew 10.8%
year·over-year in the first quarter, up 120 basis points from the fourth quarter's
9.6%.

• The RBOCs' cellular operations had a slightly better than expected 10. with an
average annual penetration gain of 2.15% vs. our forecast of 2.13%, and up
significantly from the year ago first quarter's 1.66%. RBOC subscriber growth
averaged 35.1 % year-over-year, down from 39% in the prior quarter and
Gellular revenues grew an average 26.8% annually, down from the fourth
~uarter's 28.5% - the gap reflects an average 6.9% year-over-year decline in
'evenue per subscriber in la, worse than the 40's 5.4% decline.

Telecom Services - RBoes & GTE - 14 May 1996
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The podive first quarter results derive from the tong-donnant (and ignored) but
newly-activated operating leverage of the local phone Industry. Suppressed by
various fonns of rate of return (i.e., earnings) regulation, this operating leverage is
emerging as a resuJt of 1995's dramatic progress toward price instead of AOA
regulation. In 1995, FCC anc:l numerous state regulators dramatically loosened
the regulatory environment - moving by our calculations from yearend 1994 with
onty 20% of RBOC/GTE telephone~ streams regulated by pure price caps
to 70% currently and likely to rise further in the future.
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Thl. he. un hed incentive. to Nek more ettIelenclM and to
......lvely more unit. auch .. aecond II... and "vertical" teIItU....
IUch a. volcemallbox... caI.... idlntlflcMlon urvlce., etc. With prices
in.tead of earnings regulated, unit growth and cost reductions can flow directly to
the bottom line - all while regulators and consumers are protected by
pranteed lower prices in accordance with an annually-adjusted price cap
fonnula. This phenomenon is real and clearly a win-win for politicians,a
consumers and - for once - investors. •
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...At High Incremental
Margins
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An added benefit Is that mo.t of the new, f••t-growing feature. generate
high incremental margins. This is because they are software-based and thus
carry low capital costs and, beyond marketing and service, low operating costs as
well. With sales of second lines and features growing 25-50% per year and
penetration rates still low at 10·20%, we believe much operating leverage
remains and thus we remain quite comfortable with our S-year compound annual
EPS growth forecast of 9·10% for the 8 company average (i.e., 7 RBOCs and
GTE). Further, many vertical services have yet to be marketed - some haven't
even been invented, and of course, long distance for in region customers has not
yet been approved by the FCC.

TIb.. 3

"Vertical" Service Penetration
(Of. of in-region residential customers)

~_!11

AMiIIIlItIII AM'IUne CIlI v. CIIIr New New ~AIfIon

Ul!II """"'Ion Wd!II Mil !Q JmIa!r k!!sIJr Ul

AMerrted'l 12.364 12% 46% 5% 19% 0% ~. 0"10
Bell Atlantic 12.747 13% 43% 10% 13% 0% ()O/. 00/..

BeIlSouth 14,865 10% 56% 11% 16% 0% 0010 0010
NYNEX 11,381 13% 4O~/O 8% 12"fo 0010 0% 0%
PacTel 10.016 23% 48% 6% 0% 0% 0010 0%
sec 9.651 13% 51% 7% 24% 0% 0010 0010
USW'EST 10,530 90/. 40% 10% 11% 0% 0010 0%

"-' 13% 46% 8% 14% 0'Y0 0'Y0 0'Y0

(1] F>enetJalion of total residential lines in HlVice.
Doee not adjust for residential lines marketed. F>enettation,.... for lines Il'IIrkettd would be llightly higher.

• New SIlVie•. as yet unirrvented. could bool1 tuture revenue growth II high incremental malVine.

". ultimate vertical service feature is long distance - which, once FCC
aqproval is obtained, increases the typical RBOC's addressable market by 65% in
gross revenue terms and nearly 40% in revenues net of access charges already
cClllected by the RBOCs. We use the term ultimate because, like other vertical
features, long distance can be offered to already existing customers with minimal
capital investment but unlike vertical features. customers do not have to be
convinced to use it. They already are using it; they just need to be convinced to
change suppliers - something they do every day as evidenced by very high
churn rates in the consumer long distance market and recent churning of some
",.,or corporate accounts from MCI to AT&T (e.g.. IBM & Merrill Lynch among
others) .

In our view, the high incremental margins and low capital intensity of long
_tance enables the RBOC. and GTE to gain enough to off_ the pain of
IDeing (what we believe will be) comparable market share in the local
tltephone market. Indeed, because it is likely that the RBOCs will enjoy more of
a buyers' market for long distance than the new entrants in the local market will
en;.oy for local capacity, we are able to reach our counterintuitive conclusions.
For example, in contrast to many, we do not believe the RBOCs will lose more
than they gain and this is despite the fact that the long distance market (including
access) is 25% smaller than and has average margins only half of those in the
local market. In fact, our math shows the RBOCs achieving INCREMENTAL long
diltance EBITDA margins in the 25% range which is comparable to those
achieved on average by the major long distance companies today. However, one
etetremely important difference exists which is that very little capital (thus little
depreciation or interest) will be expended - which translates into the startling
oenclusion that the RBOCs can earn nearly 25% PRETAX margins in long
dI.tance, about twice what AT&T and MCI currently earn! (Our math for

Telecom Services - RBoes & GTE - 14 May 1996 3



In Rigion Long DIatance:
An Added Bonu.

Merger Synergie. Mean
More Value Creation

PacTellSBC: An
Une.-cted Pair, But The
FirsfOf The RBOC
Mer s .

...8ell Atlantic & NYNEX
Followed Shortly After

RBOC margins is as follows: access at 40% and SG&A at 25% of gross
revenues, similar to AT&T; and leased long distance transport capacity at
currently offered volume-purchase rates of $0.015/minute or 10% of gross •
revenues; and minor capital investment which, if spent, might enable self-supply •
of in-region long distance and thus lead to some bypassing of $0.01S/minute
transport charges and slightly higher margins.)

Incidentally, there aeem. to be a mi.under8tandlng about In and out-of
,..son long diatance revenue opportunity for the RBOCs. If an RBOC
territory has $10 billion of long distance revenues originating in its territory, 100%
will be addressable once the FCC has authorized in-region entry. Some seem to
believe that only the 45% or so that originates AND tenninates in-region is
addressable. The only difference is in incremenlal margins since minutes
originating and terminating in-region could be caniId more cheaply (say at
SO.COS/min.) on an RBOC's own network (say on PAC's already existing fiber
from LA to San Francisco) than leased at $0.01S/minute from a long distance
carrier such as Sprint or Worldcom or even MCI. The margin difference is about
6 pet. points meaning if calls totally in-region could earn PRETAX margins in the
high 25-30% range, calls terminating out-of-region (but originating in-region)
;could earn 20-25% incremental margins net of all sales and administrative costs,
access and capital expenses. If we were to exclude access as some do and look
at net revenues, by simple mathematics the margins go far higher to the 40%
I·ange. We continue to be amazed at how much confusion there is in the
Investment community over how to analyze incremental margins and addressable
market opportunity for the RBOCs in long distance.

Hecent merger announcements should raise investor awareness of opportunities
br synergies, operating leverage and expanded long distance footprints and thus
value creation and long term earnings growth enhancement from additional
merg..... Mergers are driven by regulatory and federal law changes. ,

As we have anticipated for over a year, the RBOC merger process began
but with unexpected, non-contlguous players, PacTel and SBC. We view the
A.pril 1 announcement of a definitive merger agreement between these two
companies as positive for both. This is because (a) merger synergies, which we
estimate at $1 billion over 5 years, in SBC's 5-state territory should flow to net
ir;come and to shareholders under SBC's 100% price cap regulatory environment
and (b) the merged company's cost and effectiveness of entry into long distance
silould benefit from an enlarged in-region footprint, above-average exposure to
hgh profit/minute international traffic and significant cost sharing - the latter to
include billing, customer service, product development, back office,
telemarketing, etc. We expect the SBC/PAC merger to close in early 1997 after
reviews by 7 state regulatory agencies, the FCC and the Department of Justice
(tne latter for antitrust issues which we do not expect to be roadblocks).

On April 22, Bell Atlantic and NYNEX announced a merger agreement. The
announcement included indications by the companies that the deal would be
accretive to EPS in the first year after closing (expected in about 12 months) and
that synergies would result in $300 million in annual expense saVings within a
yerar from closing, growing to annual saVings of $600 mimon by the third year.
According to the announcements, merging the two companies should result in an
estimated 1997 net income of $3.75 billion which translates into $4.79 per "old"
Bl~1I Atlantic share, $0.09 above our $4.70 estimate. The company's estimated
$300 million of merger synergies translates to an additional after-tax EPS impact
of $0.25 per old BEL share; however, we are assuming only two-thirds of the
savings occur in calendar year 1997 and thus we added a further $0.16 to our a
EPS estimate. Therefore we increased our 1997 EPS estimate for an old BEL ..
share from $4.70 to $4.95. From that base, the company indicated annual EPS
gmwth rate would be increased about 200 b.p. to the 10-12% range, vs. the prior

T8l«Xlm Services - RBOCs &GTE-- 14 May 1996 4



Further Consolidation
Likely

Investment
Recommendations

rcnges of "the upper end of the 7-10%". We have increased our S-year EPS
growth rate from an already above-consensus 10% to 12%. The company is
targeting an additional boost on the revenue side which is not factored into our
rf vised estimate.

Mergers create value so we expect additional consolidation. We believe the
most likely candidates are Frontier and U S WEST, among others. We
cntinue to view both the long distance and local telephone industries as likely to
e,;perience "within-segment" mergers. In long distance. we believe the process
o Worldcom (WCOM: $49 5/8, 0-3-2-9) /p/q/ absorbing smaller players will
c,ntinue wIth Frontier (FRO. $30 1/2. C-2-2-7) as the best value and LCI (LCI,
$,'9 1/4. 0-3-2-9) /p/ also a candidate. though pricier. Our sum-of-the-parts
taKeout value for Frontier is $40-41. Among the RBOCs and GTE. almost
a',ything is possible as evidenced by the SBC/PAC non-contiguous merger.
H )wever. we would focus our attention on the smallest companies in terms of
rr arket cap - for example, US WEST Communications. though acquisition of
U3W would require some sort of roll-up and then spin-off of the U S WEST
Media Group tracking stock (UMG). Incidentally, geographically. U S WEST sits
rhlht in between PacTel and SSC and thus down the road seems a logical
candidate for further footprint extension, although we do not believe a 3-way
RBOC mergers will occur until after the RBOCs are granted long distance
authority (1997 at the earliest) and the proposed 2-way mergers are
approved by the Justice Department

Tile year-lo-date 13% underperformance of the RSOC group, due mostly to the
d( wn trend in the bond market, has created attractive valuations for the RBOCs
al d GTE. We continue to see 25% average price appreciation upside (plus
average dividend yields of 4.6%) from the RBOC/GTE group. We see the
greatest upsides for SSC. Ameritech and SeliSouth.

Table 4

RBOCs/GTE Target Prices
(as of May 14, 1996)

Cl/f!!!ll PIE Mul!ID!t TIrMMd PIE MyI!Ialt
CurrInt 19l16E I Est RIlIlIve llult RebIlM TlI'gNd I Ell AIlIlM TIrpl AppralIon
~ ~ ~ !2..af IOAYJABOC Premium 1Ill.ElI !2.ilf f!g ~

Amerilech $58.75 $382 154 0.91 105 18% 19.9 1.18 $75.96 29'%
Bea Atlantic $64.88 $430 151 0.90 103 ASTA ASTA ASTR RSTA RSTA
BeIlSou1h $41.13 $2.50 16.5 0.96 1 13 20% 202 1.20 $50.55 230/0
NYNEX $48.63 $357 13.6 0.81 093 RSTR RSTA ASTA RSTR ASTR
PlcilIc T.lesis $33.88 5260 13.0 o.n 089 ·15% 14.3 0.85 $37.24 10%
S8CComm $50.13 $3.45 145 086 100 24% 20.9 1.24 $72.09 44%
U5weST Comm. $34.38 $245 14.0 083 096 ·5% 16.0 0.95 $39.91 16%
~BOC Average 14.6 0.87 100 8% 18.3 Hl8 25%

GTE $44.38 $2.87 155 092 106 10% 18.5 1.10 $53.20 200/0

S&P 500 $665 $39.50 169 100

Tf' ~com Services - RBOCs & GTE - 14 May 1996 5



Target MUltiple: 10%
Average Premium to
Market

Accelerating EPS Growth

The 80/20 Rule Benefits
RBOCs

1a Announcements
Support Our Views:

GTE Enters LO Business

As shown in Table 4, while the average RBOC trades at 14.6 times our 1996 EPS
estimates, a 13% discount to the S&P 500; and GTE trades at 15.5x, an 8%
discount. We continue to believe the average RBOC can appreciate to a 10% t
premium to the market's mUltiple. Our logic for a 10% premium is threefold:
(a) Average RBOC/GTE 5-year estimated EPS growth of 9-10% is a 10·20%
premium to the S&P's secular rate of 7-8%; (b) Average dividend yields are 4.6%,
double the S&P 500's and (c) The group is more defensive in a down market and
slowing economy.

As described above, we believe the rapid replacement of RORJearnings with
price regulation and the long distance opportunity afforded by Federal
legislation offset accelerated entry of competitors into the local telephone
market and support accelerating EPS growth for the RBOC/GTE group.

No doubt, we will continue to hear much about how AT&T (perhaps In

collaboration with Mel) plans to attack the local telephone market. One should
remember, however they may have switches and brand, but they have few
easily-activated paths to the customer and thus will either have to buy access and
local capacity from alternate suppliers such as MFS (MFST, $37 1/4, 0-2-1-9) /q/

or from the RBOCs at wholesale rates only 20-30% below retail, by our estimates
With regard to the latter (e.g., AT&T reselling RBOC capacity at only 20-30%
discounts), it is critical to POint out that if an RBOC loses, say, 10'% share. it
translates into only 2 or 3 points of actual revenue share loss because the RBOC
would recover 70-80% of retatlln the wholesale rate paid by AT&T. Hence, our
argument- of course, oversimplified to make the point - that competitive risk
for the RBOCs IS easy to overstate

In contrast, when RBOCs gain share of the LO market, they will likely pay
volume-based wholesale rates of 1.5-2 cents per minute (net of access), a steep •
70-80% discount from current retail LO prices of 10 cents (net of 6-7 cents of •
access). Obviously, this IS likely to translate into significant pain for the largest
fang distance carriers given a highly fixed cost structure (excluding access and
billing, which vary directly with volume)

Numerous announcements in the first quarter reinforce our views,
including:

GTE has already begun to offer long distance services to its in-region
customers and Intends to gain 10% of its $4.8 billion addressable long
distance market within 12 months with negligible cost to the bottom line. GTE
management presentations at it's quarterly analyst meeting reiterated the
company's plans to achieve 10% EPS growth for the foreseeable future,
despite the "negligible" startup cost of long distance entry. We also learned
the company believes its long distance effort will generate positive earnings
Impact In 1997. which reflects. in our view, the remarkably attractive
economics facing an RBOC entering an adjacent market (long distance).
How often is it that an industry wakes up one day, finds its addressable
market expanded by 40% and can launch the new service without
noticeable dilution and achieve positive earnings by the second year?
Most ventures of this magnitUde require significant startup financing and take
4 or more years to achieve positive operating cash flow and several additional
years to achieve positive EPS impact. Witness the startups of cellular, pes,
Video. alternative access suppliers such as MFS; and numerous dilutive
startups and acquisitions recently undertaken by AT&T (e.g., McCaw and LIN
and PCS), by MCI (e.g., cellular resale, MCI Metro. NewsCorp joint venture)
and by Sprint (peS partnership with cable alliance); C
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RBOCa Off.r cellular LD
and Tak. Significanttit Share...

...By Reselling LD Which
They Can Buy For 1.5-2
Cents/Minute

2. The immediate offering of long distance service to cellular customers by
Ameritech, BellSouth, Bell AtlanticINYNEX Mobile, Southwestern Bell Mobile
and GTE; for which we understand the customer response has been very
positive (over 90% of new cellular subscribers have been selecting the RBOe
tor long distance service).

3. fhese same companies announcing volume and term contracts with
1IV0rldcom, LCI and Sprint for wholesale long distance capacity at rates that
are surely in the 1.5-2 cent/minute range for domestic traffic; scaling down to
the lower end of that range as volume thresholds are met. This m.ans the
RBOCs will reap the profitable arbitrage between r.tail c.llular long
distance rat•• of 20-30 cents/ minute and the 1.5-2 c.nt wholesale cost.
Ne note cellular long distance accounts for only 2-3% of the $67 billion long
jistance market and the RBCCs are unlikely to convert more than 25% of
their cellular customers. For these reasons, we view cellular long distance as
Jnly a small opportunity for the RBCCs and a small threat to the long distance
:arriers. Nevertheless, it serves to highlight the retail versus who/e../e
price arbitrage opportunity made available to the RBOCs. by the
legislation and by the RBCCs' buying power vis a vis 4 long distance network
3uppliers. It also serves to highlight the risk of commodltlzatlon that long
dlstllnce companies will experience to the extent the FCC approves
~BCCs' offering long distance service to in-region wireline customers and to
he extent the RBCCs gain long distance market share.

4. B.IISouth, SBC and PacTel issued a joint RFP for long dllltance
capacity. The Bell companies asked the nation's long distance providers to
submit bids for handling long distance calls that originate in their respective
erritories, which could lead to the three companies signing a joint
urangement with a single long distance carrier - a potential $400 million
:ontract opportunity for the winning bidder calculated as follows:

$18 billion in-region origination at retail rates
. $8 billion access
= $10 billion in-region origination net of access

x 20% market share
x 20% ($0.02/min. wholesale = 20% of $0.1 O/min. retail net of access)

= $400 million resale contract opportunity

A contract of thla size is favorable to the Bell companies as it giv.. them
the ability to u.. their huge pot.ntlallong distance volumes to negotl8te for
.ven cheaper who....I. rates than they could negotlm for Individually.

5. NYNEX announced an agreem.nt with Sprint for out-of-reglon long
~Istance resale. NYNEX outsourced transport, telemarketing, billing and
:ustomer service to Sprint. We believe the outsourcing for out-of-region
ermination is permanent but the other functions are only temporary until the
new" Bell Atlantic's (Le. merged BEUNYN) in-house long distance unit is up
md running. The Sprint agreement allows this flexibility.

6. 5eparately, Bell Atlantic also ent.red into a aimliar out-of-reglon long
:ilatance resa" arrangement with Sprint. The details of their agreement
ire not available, but we believe Ben Atlantic has contracted primarily for out­
)f-region transport. We suspect the lD transport rates are less than
SO.02/minute, perhaps closer to $0.015/minute.

•
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Our Favorites are sec
and Ameritech

Our ratings remain unchanged as follows: Ameritech (8-2-1-7), 8ellSouth
(8-2-2-7), Pacific Telesis (8-2-2-8), S8C (8-2-1-7), U S WEST (8-2-2-7) and
GTE (8-2-2-7). We are restricted on 8ell Atlantic and NYNEX. Our price ~

objectives now show greatest upside in shares of Ameritech (29% to $76, plus •
3.6% yield); and S8e (44% to $72. plus 3.4% yield); and 8ellSouth (23% to $50
1/2, plus 3.5% yield). Our price objectives assume the R80C/GTE group trades
near a 10% PIE premium to the S&P's 16.9x estimated 1996 EPS, with AIT, 8LS
and S8C at 10%, 12% and 16% premiums to the group, respectively, given best­
of-group growth prospects (10%+), lowest dividend payout ratios, and 100%
movement away from rate of return regulation.

Table 5

Recent Stock Performance
(As of May 14,1996)

Price • Price All\?!!(:ialion Since
5114/96 mMiS 1ZIlliW 12/31J91 ~ 12/31193 12/31/94 12/31/95 6130.'92 4J6/93 3/31195 ~ ~ ntM

~entech

03611 Atlantic

BeliSouth

~YNEX

;JaCitic r ele~s

SBC Comm.

S WEST [Media & Comm.) [1J

L. S WESTComm

gBOCA~erage [2)

$58.75

56488

$41 13

$48.63

$33.88

$50.13

$53.25

$34.38

291 760% 85.0% 64.9% 531% 45.5%

18.2' 21.0% 34.5% 266% 9.5% 30.4%

316 50.2% 58,9% 601% 418% 52.0%

19.7 36,7% 20.4% 15,9'1'. ;,'12% 323·~

309" NA NA NA NA 18.9%

9.0" 79.0% 551% 35.5% 20.8% 241%

291 370% 4{)6% 38.8% ':61% 495%

r-,. NA NA NA NA NA

23,9' SO.O% 49,1% 4{).3% ,71% 36.1%

-0.?". 86,9% 49.9% 42.4% 33.5%

·30% 45.8% 177% 22.7% 15.8%

·5.5% 66.6% 45.6% 382% 29,5%

10.0% 23.3% 70% 23.1% 20.8%

1 1% NA NA 12.0% 26.6%

12.4% 64.3% 28.5% 19.3% 5.2%

·2.5% 45.9% 21.7% 32.7% 27.9%

·3.5% NA NA NA NA

4.8% 55.5% 28.4% 27.2% 22.8%

127% 7.8%

57% 4.8%

12.5% 11.1%

18% -2.5%

10.2% 22.1%

-8.9% 4.8"/.

12.7"4 0.0%

NA 5.4%

6.7"4 6.30/0

3TE

3&P SOC

$44.38 27,7" 517% 28.2% 28.2% 26.8% 46.1% 11% 392% 18.7% 33.5% 30,0% 13,4% 1.4%

666 19.2" 101.6% 59,6% 52.8% 42.7% 44,9% 81% 63.1% SO.9% 32.9% 22.2% 13.9% 3.1%

3D,Y·T·eas Index Value 116 4,4" 71% -07% 0.30/0 .10.2'. 9,7% ·12.4% 3.9% 4.1% 4.9% -5.0% ~.1% -2.9%

" ) For ,comparative purposes only, U S WEST pnc IS the sum of current Communications Group (USW) and Media Group (UMG) stock price
:2) Average includes U S WEST Communications lly in those periods where it IS ava~able. othefWlse It Includes Media & CommunICations combined.

t
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Chart 1

5·Year Annualized Total Return Potential·
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Table 6

5- Year EPS Growth Forecast and Potential Dividend Growth·

EPS

1m ~

141 5.49
188 6.25
224 3.60
128 482
2.46 314

J08 519
2.35 330

~

Amerttech
Bell Atlantic
BeIlSouth
NYNEX
PacTel
sec
US WEST

RBOC Avg

GTE 261 402

10.0%
10.0%
10.0%
80%
50%

110%
70%

8 701.

9.0%

111I

2.00
2.80
1.38
2.36
2.18
1.65
214

1.88

DMdmI
IIlIpIed

~ ~

3.30 10.5"1'.
3.75 6.0"f0
2.16 9.4%
2.89 4.1%
2.51 2.9%
3.11 13.5%
2.64 4.3'Y.

72"1.

2.41 5.1%

•Assumes achievement of 5'year EPS growth and targeted payout ratio 01 6O'Y. by year
2000 (80% for Pacific Telesis and U S WEST Communications).
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Table 7

Total Return Potential"

(,- (b) (c) (d) (e) (e)l(d)

Implieo Current Total Relative Rei PIE Rel. PIE to Tot Return:

Company DIV Grw1 Yield Return Tot Ret' 95 EPS Rel. Tot. Ret. PIE

Amemech '0..5 36°0 14.1% 156 0.96 0.62 81.9%

Bell tq:antlc 6,0' 44°0 10.5% 1 15 0.94 0.81 62.5%

BeliSoutrl 94 35°" 12.9% , 42 1.03 0.73 70.0%

NYNEX 4 ~ 49°., 90% 099 083 0.84 60.7%

Pacific TeleSIS 2.9 64% 9.3% 103 o.n 0.75 67.6%

SBe 135 34°0 170%1 187 0.91 I 0491 104.3%

JS West Comm ~ 6.2°·., 105% 1 16 082 0.71 71.7%

RBCC Avg L 46%~ 1 31 0.89 0.68 74.4%

GTE 5.1 42°0 9.3% 103 0.95 0.93 54.8%

S&P 500 u 2.1 °'0 9.1% 1.00 1.00 1.00 50.8%

3D-year treas. 0.0 69%1 69%1..
'"'. -------- 10'""_._~ -

Average Total Return 500 b ,.
above the long bond.

'Mernll Lynch estimate. theoretical tota Blum. assuming all RBOCs and GTE achieve a targeted payout ratio of 60% by 2000 (PAC and USW target of 80'%).
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Table 8

RBOCs and GTE
First Quarter Earnings Comparisons 1996 vs 1995

F!lgmi1lQ' AlportH OneTIme
!.Qft 1QU !&!I ~ Qmu

Amerilech 086 076 13.7% 086 aDO
Bell Atlantic , 07 0.95 12.8% 107 000

BeIlSoU1h 1)63 055 13.7°10 098 -035

NYNEX ;)33 072 , 50°0 079 J04

Pacific TelesIs C 70 067 4 6°. 070 .JOO

SBC 'J.76 065 172% 0.76 ODO
'J SWEST Comm 06' 059 45% 069 008

RBOC Avg 11.5%

Exc! PAC anaJSW 14.5%

GTE 0.62 056 10.7°. 0.62 000

Table 9

RBOCs and GTE
Recurring Annual EPS Comparisons 1995-1997E*

.ErISA 97Er.e
!1m 11m ~ 11m ~

Amerilech $3.41 $3.82 12.0% $4.25 11.4%

Bell Atlantic $3.88 $4.30 10.8% $4.95 150%

BeIlSou1h $224 $2.50 11.4% $2.75 10.0%

NYNEX $3.28 $3.57 9.1% $3.87 8.3%

Pacific TelesIs $2 46 $2.60 4.9% $2.45 ,57%)

SBC $3.08 $3.45 12.1% $3.70 700/
0

iJ SWEST Comm $2.35 $2.45 4.",0/ $2.60 58°','0

RBOC Avg 9 3°10 74%

GTE $2.61 $2.87 10.4% $315 9.8%

• All figures adjusted to exclude one-time Items. E=Merrili Lynch Estimates.
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First Quarter
Results Beat
Expectations

Estimates increased
for AIT, BEL, BLS,
NYN, PAC, &SBC; No
Change to GTE &
USW

Line Growth and
Minute Growth
Accelerated

The RBOCs' recurring earnings in the first quarter were better than expectations.
Six of the seven RBOCs beat our estimates (Pacific Telesis by $0.06, Bell Atlantic
by $0.04, BellSouth by $0.03, Amentech and NYNEX each by $0.02, and SBC by
$0.01). GTE and U S WEST reported 10 EPS in line with our estimates. The
RBOCs recurring first quarter EPS growth averaged 11.5%. greater than the
fourth quarter's growth of 5.8% and our 9% forecast. SBC led the RBOCs with
an EPS gain of 172%. followed by NYNEX (15.0%), BellSouth and Ameritech
(13.7%). Bell Atlantic (12.8%) and GTE (10.7%). US WEST Communications
and PacificTelesis showed the weakest first quarter results with recurring EPS
growth of 4.5% and 4.6% respectively. Excluding PacTel and U S WEST. EPS
growth for the remaining five RBOCs averaged a very impressive 14.5% in the
first quarter, up Significantly from the fourth quarter's 90%.

Following the first quarter results. we raised our 1996 and 1997 estimates for Bell
Atlantic (by $0.05 in '96 to $4.30 and $0.30 in 97 to $4.95 to reflect merger
synergies), NYNEX (by $002 to each to $3.57 and $3.87), Ameritech (by $0.07 in
'96 to $3.82 and $0.10 In 97 to $4.25), BeliSouth (by $0.05 in '96 to $2.50 and
$0.08 in '97 to $2.75). Pac Tel (by $0.10 in both '96 and '97 to $2.60 and $2.45
respectively). We also raised both our 1996 and 1997 estimate for SSC from
$3.42 to $3.35, and $3.67 to $3.70 respectively. There were no changes to U S
WEST's and GTE's estimates. For all seven RSOCs together, we now forecast
average recurring EPS growth of 9.3 0

0 in 1996 and 7.4% in 1997. Excluding
Pacific TeleSIS and L S WEST we forecast average growth of 11.0% in 1996 and
10.4% in 1997

Access line growth averaged 4.3'% In the first quarter, much better than our
forecast of 4.0% and the fourth quarter's 3.9%. High usage business line growth
accelerated to 6.8%. up from the fourth quarter's 6.5%, while residential line •
growth accelerated to 3.3% from 2.8% in the fourth quarter due to continued
aggressive second line marketing campaigns by all of the RBOCs. increasing
second line penetration and favorable economic conditions in most regions. Over
half of new residential lines are second lines for fax machines. home offices,
Internet services, children. etc Faster business line growth relative to residential
line growth is leading to an Incrementally richer mix in the average RBOC's
customer base. The RBOCs are also actively promoting special features such as
Caller 10, Call Waiting and voice messaging to drive residential revenue and
operating Income per line

Pac Tel showed the greatest Improvement in line growth, jumping 90 basis POints
to 3.9% from the fourth quarter's 3.0'%. followed by SBC with a 40 basis point
improvement, and BeliSouth a 30 basis point improvement. GTE again led the
group with total' line growth of 6.2%. followed by SBC with 4.9% line growth and
BeliSouth and U S WEST With 4.8°'0 growth. Bell AtlantiC, despite a 10 basis
point acceleration. lagged the group With line growth of only 3.5%. U S WEST led
the group In business line growth Improvement, with an impressive 130 basis
point jump from 5.9% In 40 to 7.2% In 10. Pacific Telesis improved 50 basis
points and NYNEX 30 baSIS POints BellSouth reported the strongest business
line growth. 7.9% year-over·year. In line With fourth quarter's growth.

Average long distance minutes of use grew 10.8% year-aver-year in the first
quarter, up 120 basis points from the fourth quarter's 9.6%. Bell Atlantic led the
group with minute growth of 12.7%. followed by NYNEX (11.0%), BellSouth and
SBC (10.8%) and Ameritech (10.4%). Bell Atlantic showed the greatest
sequential improvement. Jumping 450 basis points from the fourth quarter's 8.2% t
growth which was partially caused by harsh winter weather in the Northeast.
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RBOC Line Growth
Accelerated in 1096

Strong Business
Line Growth

Minute Growth
Accelerated

Chart 2

Average RBOe Line Growth
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Chart 3

Average RBOe Business Line Growth
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Chart 4

Average RBOe Minute of Use Growth
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rlble10

Access Line and Minute Volum••
(Year-OV.r·Year % Growth By Quarter)

Ta!IlLiM & ...
1QII NIl at g 1mI - - - g 1mI

AIT 3.8% 4.2% 44% 4.5% 4.5% 6.9% 8.7% 8.7% 9.1% 104%

BEL 2.9% 11"10 3.3% 3.4% 3.5'. 6.8"10 8.6% 8.3% 8.2'r. 12.7'l'.

BLS 4.6% 48% 4.7% 4.5% 48% 8.9% 9.6% 9.7"1. 9.0"10 10.8%

NYN 3.3% )2% 3. 0010 3.4% 3.6% 6.0% 9.O'Y. 9.4% 10.4% 11.0%

PAC 2.8% ,2.9°·'~ 2.70~ 3.0% 3.9% 10.8% 107'Y. 11.0% 110"f. 9.9%

sec 3.6% '~.I)% 42% 45% 49% 11.0% 11.1% 11.3% 10.0% 10.8%

usw 42% 42% 4.2% 4.2% 4.8% 9.6% 9.4% 10.3% 9.3% 10.3%

RBOC Avg 3.6% 3.8% 3.8% 3.9% 4.3% 8.6% 9.6% 9.8% 9.6% 10.8%

GTE' 5 1"'• 54% 5.7"10 6.2% 6.2% 7.5% 10.3% 9.9% 10.7% ~.3%

• Includes InlllmatlonalLJnes.

rabl.11

RBOC Access Une Growth by Segment and Quarter
(Year-Over·Year % Growth By Ouarter)

n 'S '1IIlilI Gr!!!III .....UnI(U4

1QII NIl --- UII ---- 4
AIT 2.3% 2.6% 2.9% 3.1% 3.1% 7.0% 7.2"10 7.2"10 7..2% 7.3%

BEL 2.0% 2.1% 2.2"10 2.4% 2.7% 4.8% 5.2"10 5.5% 5.5% 5.2%

BLS 3.4% 3.7"f. 3.5"10 3.2"10 3.5% 7.7% 77'l'. 7.7% 7.~0 7.~0

NYN 1.8% 1.9% 1.8% 1.8% 2.0% 6.5% 6.1"0 5.8°/., 6.7"/0 7.0%

PAC 21% 2.2% '.8% 2.1% 3.1% 4..2% 4.1% 4.4% 4.9"(" 5.4%

sac 23% 2. 7010 2.8% 3.1% 3.6% 6.~0 70% 7.4% 7.8% 7.8%

USw 3.7"1. 38% 36% 3.5"0 3.8% 4.8% 5.7% 5.9% 5.9% 7.2%

RBOCAvg 2.5% 2.7% 2.7% 2.1% 3.3% 6.1% 6.2% 6.3% 6.5% 6.1%
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1Q Cellular
Results In Line
With
Expectations

Average Annualized
Penetration Gain of
2.15%, Up From
1.66% in 1095.

Average Subscriber
Growth of 35. 1% Was
Less than Expected

Cellular Revenues Up
26.5%, Rev/Sub Trend
Worse than 40

Operating Cash Flow
Margins Improved

=irst quarter cellular gains were in-line with expectations. All of the RBOCs met
)r beat our estimates while GTE reported cellular gains well below expectations.
~ellular subscribers grew 35% y/y down from 39% in 4095. This slow down was
3xpected due to two factors: seasonal trends and an industry wide deceleration
is the subscriber base grows. Annualized penetration gains averaged 2.15%, up
rom the 1095's average of 1.66%. Ameritech led the group with an annualized
Jenetration gain of 2.87% Just shy of our forecast of 2.96% and up almost 40
Jasis points from 2.51 % in the year ago first quarter. U S WEST New Vector
eported the second best annualized penetration gain in the first quarter; 2.67%
Nas in line with our estimate, and up more than 100 basis points from the year­
3.go first quarter. As expected, Bell Atiantic/NYNEX Mobile (BANM) reported the
owest annualized penetration gain of the RBOCs, but its 1.57% was still better
han 1095's 1.29%. GTE reported an annualized penetration gain of only .54%"
32 basis points below our expectation and down significantly from 1095's 1.21 %
3.S GTE is still (according to company management) directing its attention toward
3.dding "better- quality" customers and reducing its "way too high" monthly churn
ate. During 1096 GTE's churn was 2.4%, down 30 basis POints from the
xevious quarter (Industry average churn is about 2%).

gBOC subscriber growth averaged 35.1 % year-aver-year, down from 39% in the
xior quarter due to the larger subscriber base and seasonal trends, and 3% less
han our forecast. Average total penetration for the group is now 7.5%, led by
SBC with 9.5% penetration. U S WEST New Vector reported the strongest
~rowth with subscribers up 54% year-aver-year and total penetration of 8.2%.
allowed by Ameritech With growth of 42.7% year-aver-year and total penetration
)f 8.4%.

=or the four companies that disclose revenue data, cellular revenues grew an
average 26.8% annually, compared to a 35.1 % average gain in the number of
subscribers. The gap reflects an average 6.9% year-aver-year decline in revenue
oer subscriber in the first quarter, worse than the fourth quarter's 5.4% average
decline. BellSouth and SBC showed the lowest estimated revenue per subscriber
decline (1.7% and 5.4%. respectively), but also reported the slowest year-over­
y'ear subscriber growth due to costly scaled back special promotions and
discounts. In contrast. U S WEST, which reported the strongest quarterly gains,
saw revenue per subscriber decline 9.4%. BANM reported a 8.1 % year-aver-year
jecline.

>=or the four companies that report data, cellular operating cash flow margins
averaged 39%, up from 37% in both the year ago first quarter and the fourth
~uarter 1995. sec led the group with an OCF margin of 43.5%. a surprising
mprovement from 40's 39.1 % and up from 40% in the year-ago 10. BellSouth
reported and OCF margin of 40.3%, in line with 1095's 40.2%. BANM reported
an OCF margin of 42%, up from 29.4% in the year-ago quarter. Finally, U S
WEST's OCF margin rose to 36.0% from 33.6% in 1095. GTE's operating cash
qow margins decreased from 36.4% in 1094 to 34.8%.
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Annualized
Penetration Gains
Are 2.2%
Led by AIT and USW,
GTE Lags Group

Chart 5

Cellular Penetration Gains (Annuallzed)-
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Chart 6

Revenue Per Subscriber Decline·
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Tlble'2

Cellullr Penetration Gain. (Annullized)
('Yo of Total Population)

}gil - 1aI
Amerilech 2.87"4 4.09"4 2.51%

Bell AtlanticJNYNEX Mobile 1.57"4 2.74% 1.29%

BeIlSoulh 199% 303% 1.63%

sec 166% 305% 1.25%

USWEST Media 267% 3.98% 1.62%

RBOC Avg 2.15% 3.38% 1.66%

GTE 54% 118% 1.21%

• Penetration-gain data reflect net subscriber additions. (annualized/adjusted
for acquiSitions). divided by population in properties. All data are besed on
POPs and subscribers in controlled marllets. except for BlS, PAC, and SBC.
whIch are measured on an equity basis, adjusting for percent ownership in
properties. NA" Not applicable.
Source: Company Reports and Memll Lynch Estimates

Tlble13

cellullr Revenue Per Subscriber Trend
("0 Change)

Amerilech -8.4% -3.5%

Bell AtlInticJNYNEX Mobile -81% -6.6%

BeIlSouth -17"!0 ·3.3%

SBC -5.4% ·70%

USWEST -94% -6.7%

RBOC Avg -6.9% -5.4%

GTE ·32'4 0.0%

Source: Merritllynctl Estimat..
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cellul.r Net Addition.
But YIY Growth
Slow.

Amer/tech Expec" to
Gain Approval for LO
Entry by 10 1997

• Ameritech reported a 42.7% year-over-year increase in cellular subscribers, a
slowdown from the fourth quarter's 48% growth, and consistent with an
expected industry wide slowdown as the subscriber base gets larger. This was •
in line with our forecast of 43% growth. Ameritech added 152,000 subscribers ~

in the quarter for an annualized penetration gain of 2.9%, down from 4.1% in
4Q due to seasonal trends. Ameritech continued to lead the RBOC in terms of
penetration gains. Average revenue per subscriber dropped slightly to $50­
SSlmonth range from $55-60 a year ago - a trend in line with the industry
average decline. Finally, chum was less than 1% per month, remarkably half
the industry average

• Ameritech expects to complete the checklist requirement in Michigan and
Illinois by the second half of 1996 and gain approval tor long distance entry in
tnose states by 1Q97. The major issue remaining in both states is unbundled
resale rates. In Illinois, there are 5 certified local competitors and Ameritech
has reached resale agreements with two. The very gDOd news is that most of
Gosts of long distance entry have already been incurred and the cost of long
distance capacity is as low as 15% of retail (net of access) - therefore there
iNiIl be very little incremental costs of entry. In fact. on the conference call
J\meritech stated they have now lowered their forecasted capital cost of entry
rom two month's operating cash flow to almost zero.
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Ameritech:
Line Growth Stable,
Minute Growth
Accelerated

Accn.Une end Minute Growth
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cellular Subscriber Adds end Penetration Gain·
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Inve.tment
ConclusIon

We continue to rate Ameritech shares Accumulate (2) in the intennediate tenn
and Buy (1) in the long-tenn (B-2-1-7), Ameritech's management believes the
very strong top line growth in the first quarter will continue throughout the year.
Revenue growth for the core business is still growing at an estimated 11%+. In
addftion, Ameritech's international investments continue to surprise us with
accelerating growth. For these reasons, we now believe Ameritech will be able to
exceed 10% EPS growth in 1996 & 1997 - the minimum needed to meet AIT's
targeted double-digit growth. It has aggressive plans for entry into long distance
as evidenced by an already-established long distance subsidiary and business
plan. Ameritech also continues to expand its video initiatives. Ameritech
continues to be one of our favorite two RBOCs.
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Bell Atlantic
BEL - 5647/8

ORO
~

RSTR

Shar.. EPS
QY! ~ ~

440 $1.07 $0.95

~

$3.88

.1JIII
$4.30

1.IIZi
$4.95

MIl fliIII
10.8% 15.0%

1Q EPS Better Than
Expected, According
to the Company
Merger Should be
Accretive to EPS,
Raised '96E & '97E

Strong Fundamental
Growth,Expenses
Lower than Expected
Due to Lower
Depreciation &
Interest Expenses

Merger Should Create
Synergies, Expense
Savings

EPS figures are on rllCumng baSI8 and thue do nol rwftIICt ~lime ~emI .

• Bell Atlantic reported 10 EPS of $1.07, $0.04 above ourforecast, $0.03 above
consensus and 12.8°/0 above 1095's $0.95. We raised our 1996 and 1997
estimates by $0.05. 1996 EPS now forecasted to be $4.30. According to the
announcement, the Bell Atiantlc/NYNEX merger should be accretive to EPS in
the first year after closing (expected in about 12 months). We raised our 1997
estimate an additional $0.25 to $4.95 to reflect merger synergies and our 5­
year EPS growth forecast by 200 b.p. from 10% to 12%.

• Bell Atlantic reported strong fundamental growth in the first quarter. While total
revenues grew only 12% year-over-year, in line with our forecast., normalized
revenue growth was 5.3% excluding the effect of the Oct. '95 sale of the
Business Systems Services unit and 7.7% including now-deconsolidated
cellular growth Network services revenues grew 5.7% vs. our forecast of
3.1%, offset by slower than expected growth in other areas like Directory
Advertising and Other Ancillary Service. Value added services revenue grew
13.8% vs. our forecast of 14% and in line with the fourth quarter's trend. This
growth was stimulated by an aggressive Caller 10 promotion. combined with
strong growth In vOice messaging and answer call. Operating expenses grew
about 1 1% year-over-year, better than our forecast of 1.6% primarily due to
lower than expected depreciation (up 6.4% excluding the effect of the
Business Systems Services sale). Normalized operating income totaled $808
million, up 2.2% year-over-year (excluding the effect of discontinued
operations), slightly higher than our forecast of $794 million. Interest expense
was down year-over-year due to lower debt balances. Sale of conflicted
cellular properties, Business Systems Services, and strong free cash flow has
allowed Bell AtlantiC '0 reduce debt significantly. Short term debt dropped over
$650 million year-aver-year and long-term debt dropped over $535 million. As
a result. interest expense declined by about $12 million year-over-year and $20
million sequentially and was about $16 million lower than our forecast. This
combined with the $12 million positive variance in operating income vs. our
forecast. accounted tor the $0 04 positive EPS surprise vs. our forecast .

•~ The merger announcement from Bell Atlantic and NYNEX included indications
that the deal would be accretive to EPS in the first year after closing (expected
in early 1997) and that synergies would result in $300 million in annual
expense savings within a year from closing. growing to annual savings of $600
million by the third year Our new 1997 estimate is driven by cost savings only.
Beyond 1997. management expects additional cost savings are - an
additional $150 million In 1998 and then another $150 million in 1999,
accumulating to annual cost savings of $600 million by the third year following
closing. Annual capital expenditure saVings of $250-300 million are also
expected according to management. One·time transition and integration
charges of $500 millton are expected in the first year following closing with
another $200-400 million expected over the two succeeding years. The
company is targeting an additional boost on the revenue side which is not
factored Into our rev'sed estimate
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